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Collapsing housing and stock market 
wealth has reduced households’ will-
ingness to consume and businesses’ 
motivation  to  invest,  in  the  process 
spawning  the  worst  recession  since 
the Great Depression.  But the twin 
disasters  may  not  affect  all  states 
equally.  The evidence suggests that 
the  implosion  of  home  prices  will 
have  a  smaller  effect  than  average 
on  Connecticut’s  economy,  but  the 
impact  of  evaporating  equity  values 
will be disproportionately large here. 
	 For	years,	the	economy	got	high	






annual	 clip,	 while	 real	 GDP	 sprint-













and	 the	 broader	 economy,	 but	 they	
differ	over	whether	the	association	 is	
coincidental	or	causal.	It	may	be,	for	
example,	 that	 the	 same	 lack	 of	 con-








aggregate	 economic	 activity.	 	 Lower	










	 Sliding	 equity	 values	 may	 crimp	
economic	activity	through	a	so-called	
wealth	 effect,	 too.	 	 Households	 base	
consumption	decisions	on	both	current	
and	prospective	future	incomes—what	
Milton	 Friedman	 called	 “permanent	
income.”	 	 Falling	 stock	 prices	 erode	
the	value	of	investment	portfolios,	so	
households	feel	poorer	and	are	likely	
to	 spend	 less.	 	 Firms	 with	 flagging	
share	prices	may	also	be	less	apt	to	pay	
dividends,	so	stockholders	may	suffer	
a	 simultaneous	 reduction	 in	 current	
income.
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Collapsing home prices 
will affect Connecticut 
less than many other 
states, but evaporating 
equity values will hit us 
disproportionately.
*Characteristics unique to each 
state (fixed effects) will, other 
things equal, give rise to differ-
ential growth rates.	 Another,	often	the	major,	source	of	
accumulated	wealth	for	many	house-
holds	is	home	equity.		Modern	finan-






are	 fast	 disappearing,	 leaving	 house-
holds	with	little	choice	but	to	rein	in	
their	spending.
A SIMplE FRAMEwORk OF 
ANAlySIS
	 The	 current	 economic	 slump	
reflects	severe	erosion	in	demand	for	
the	economy’s	output,	or	gross	domes-







	 The	 factors	 influencing	 demand	
vary	 with	 the	 component	 in	 ques-
tion.	 In	 simplest	 form,	 consumption	
is	 a	 function	 of	 “disposable”	 (after-
tax)	income.		Investment	is	influenced	
by	 the	 interest	 rate,	 and	 net	 exports	
by	 the	 exchange	 value	 of	 the	 dollar.	 	
Public	spending	is	basically	the	result	
of	political	decisions,	so	to	make	the	
analysis	 more	 tractable	 I	 subtracted	
government	 from	 both	 sides	 of	 the	








	 To	 find	 out,	 I	 set	 up	 a	 simple	
regression	model	using	a	panel	data	set	
of	all	fifty	states	for	the	period	1975	to	








as	 tracked	 by	 the	 Federal	 Housing	
Finance	 Agency	 (formerly	 OFHEO),	
and	equity	values	as	measured	by	the	
S&P	500	index.	I	adjusted	all	variables	
(except	 the	 exchange	 rate)	 for	 the	
changing	level	of	prices	over	time.





trol	 for	 these	 influences,	 I	 used	 a	
so-called	 fixed-effects	 model,	 which	
enables	 the	 regression	 to	 capture	 the	





	 The	 map	 on	 page	 4	 shows	 the	





across	 states.	 	 Connecticut	 falls	 into	
the	 group	 where	 fixed	 factors	 boost	
average	GDP	growth	the	most.		Other	

















sumption),	 and	 indirectly	 (as	 higher	
consumption	 spurs	 business	 confi-
dence	and	encourages	investment).	
	 Also,	 as	 expected,	 exchange	 rates	
are	inversely	related	to	GDP	(with	a	
one-year	 lag),	 although	 the	 effect	 is	
relatively	 small.	 	 With	 a	 p-value	 of	
35%,	the	coefficient	on	interest	rates	
was	not	significant.		
	 The	 model	 also	 includes	 factors	
that	 capture	 some	 of	 the	 dynamics	










Per Capita Income 0.8033 0.0000
Home Prices 0.1368 0.0000
Stock Prices 0.0255 0.0001
Exchange Rate -0.0007 0.0002
Interest Rate -0.0009 0.3455
Trend -0.0004 0.0003
GDP-Income Gap 0.1304 0.0000
CT Stocks 0.0616 0.0060
CT Home Prices -0.0871 0.0597
Coefficient values measure the change in GDP associated with a 
change in the independent variables listed above.  The p-values 
are estimates of the likelihood that these coefficient values oc-


















that	 of	 equity	 values.	 Why?	 Because	
home	 ownership	 is	 more	 widespread	
than	stock	ownership,	and	home	price	
appreciation	 may	 have	 been	 viewed	
as	 relatively	 permanent,	 while	 stock	
market	gains	seemed	less	so.		At	any	
rate,	 these	 findings	 are	 broadly	 con-
sistent	 with	 other	 studies	 in	 the	 lit-
erature	(e.g.,	Case,	et al.,	Advances in 
Macroeconomics,	2005,	Issue	1).
ThE lAND OF DISTINCTIVE 
hABITS
	 We	 know	 how	 states	 “typically”	
respond	to	changes	in	asset	values,	but	
does	Connecticut	follow	the	crowd	or	
march	 to	 a	 different	 drumbeat?	 	 To	
answer	 that,	 the	 model	 contains	 one	
final	 layer	 of	 complexity:	 differential	
coefficient	estimates	of	the	housing	and	
stock	market	variables	in	Connecticut.	 	
	 As	 the	 table	 shows,	 the	 differen-
tial	 for	 current	 house	 prices	 in	 the	
Nutmeg	State	is	-0.087.		That	means	
Connecticut’s	 full	 reaction	 to	 chang-
ing	 house	 prices	 is	 only	 0.0491,	 the	
sum	 of	 the	 average	 effect	 across	 all	
states	 (0.1368)	 and	 this	 differential	
(-0.0871).	 	 Therefore,	 a	 10	 percent	





another	 distinction.	 	 For	 all	 states,	
equity	values	enter	the	model	with	a	
lag;	for	example,	a	decrease	in	equity	





Thus,	 the	 long-run	 effect	 of	 chang-
ing	 equity	 prices	 is	 the	 sum	 of	 the	
variable’s	lagged	(0.0255)	and	current	
(0.0616)	coefficient	values,	or	0.0871.	 	




state	 GDP	 growth	 around	 the	 U.S.?	 	
Nationally,	the	HPI	declined	about	8	
percent	last	year,	while	the	S&P	500	
lost	 about	 20	 percent	 in	 real	 terms.	 	
Thus	 across	 all	 states,	 reductions	 of	
these	magnitudes	will,	over	time,	trim	





will	 on	 average	 lose	 0.8	 percent	 of	
their	workers.	That’s	just	from	plung-
ing	 asset	 values;	 weakness	 on	 other	
economic	fronts	will	only	add	to	the	
total.










are	 also	 likely	 to	 cost	 Connecticut	
upwards	of	one	percent	of	its	workers	
(see	bar	graph).
	 What	 makes	 Connecticut	 less	
responsive	 to	 house	 prices	 but	 more	
responsive	 to	 the	 stock	 market?	 	 A	
greater	share	of	Nutmeggers	may	hold	
stocks	than	the	U.S.	average,	and	state	











the	 kind	 of	 frenzied	 home	 building	
that	gripped	much	of	the	nation	until	

















SOURCE: The Connecticut Economy.
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